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On 1st June 2021, Jeremy Schwartz, Global Head of Research at WisdomTree and regular host of the
Behind the Markets Podcast was joined by Mobeen Tahir, Associate Director of Research at WisdomTree
to host Erik Gilje, Professor of Finance at University of Pennsylvania’s Wharton School of Business. The
topic was oil and the focus was on Erik’s bullish view on the commodity stemming from structural supply
issues in the US amid an improving demand outlook.

The Professor outlined that over the last decade, almost all new supply of oil has come from North America,
i.e., either Canada or the US while the Organisation of the Petroleum Exporting Countries and its partners
(OPEC+) have lost market share. The group was forced by the Covid-19 pandemic to remove 9.7m barrels
in what can be characterised as dramatic and unprecedented policy coordination.

But OPEC+ may not necessarily be fixated on quickly bringing this supply back online. This is because

the group is possibly less worried about losing further market share to US Shale producers now than in
the past. This marks a major shift in the dynamic between the two and could be the key force that drives
oil markets higher.

According to the Professor, US Shale production is significantly impaired and this is driven by structural
reasons. When West Texas Intermediate (WTI) oil was around $70/barrel in 2018, the number of operating
US oil rigs was 874. Today, it is 359. Similarly, the number of fracking crews in operation back then was
485 compared to 226 today. Investment in US Shale has fallen meaningfully and US oil production is likely
to decline over the next 1-2 years.

But why might the reduction in investment be structural rather than something fleeting and related to the
pandemic? The Professor cited a change in investor preferences and government stance as the two key
factors. Investors who have not received dividends from US Shale producers in the last decade are now
imposing a more stringent cost for their capital. They are not only demanding capital expenditure by the
producers but want them to also be cash flow positive. Investors seeking carbon neutrality are also posing
more challenging questions to oil producers which further raises their cost of capital.

The shift in government stance under President Biden is also noteworthy. Biden'’s freeze on rights of way
for hydrocarbons across federal lands limits new pipeline capacity and increases breakeven costs for oil
producers.

So even though rig counts have risen slightly in recent weeks, pre-pandemic levels of output are unlikely
to be restored given there can be 15-20% impairment when bringing rigs back online. This means that
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for production to remain flat, new wells need to be dug — something which seems challenging given the
higher cost of capital.

As a result of this evolving dynamic, OPEC+ are unlikely to be rushed into bringing supply back online
given the difficulties faced by US producers. They are likely to let prices rise amid an improving demand
outlook. Oil prices at $100/barrel within the next 6-12 months might not be beyond the realms of possibility.

A full version of the podcast episode can be found here
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Important Risks Related to this Article

Important Information

Marketing communications issued in the European Economic Area (“EEA”): This document has
been issued and approved by WisdomTree Ireland Limited, which is authorised and regulated by the
Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA: This document has been
issued and approved by WisdomTree UK Limited, which is authorised and regulated by the United Kingdom
Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as “WisdomTree” (as
applicable). Our Conflicts of Interest Policy and Inventory are available on request.

For professional clients only. The information contained in this document is for your general
information only and is neither an oer for sale nor a solicitation of an oer to buy securities or
shares. This document should not be used as the basis for any investment decision. Investments
may go up or down in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should be based on the
information contained in the appropriate prospectus and aer seeking independent investment, tax
and legal advice.

The application of regulations and tax laws can oen lead to a number of dierent interpretations. Any views or
opinions expressed in this communication represent the views of WisdomTree and should not be construed
as regulatory, tax or legal advice. WisdomTree makes no warranty or representation as to the accuracy of
any of the views or opinions expressed in this communication. Any decision to invest should be based on
the information contained in the appropriate prospectus and aer seeking independent investment, tax and
legal advice.

This document is not, and under no circumstances is to be construed as, an advertisement or any other
step in furtherance of a public oering of shares or securities in the United States or any province or territory
thereof. Neither this document nor any copy hereof should be taken, transmitted or distributed (directly or
indirectly) into the United States.

Although WisdomTree endeavours to ensure the accuracy of the content in this document, WisdomTree
does not warrant or guarantee its accuracy or correctness. Where WisdomTree has expressed its own
opinions related to product or market activity, these views may change. Neither WisdomTree, nor any
ailiate, nor any of their respective oicers, directors, partners, or employees accepts any liability whatsoever
for any direct or consequential loss arising from any use of this document or its contents.
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